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EXECUTIVE S~L\IARy

Representatives of low and high cost states. local ex.change carriers large and small.

and other industry participants have worked over the past six months to develop an approach

to funding for high cost areas that satisfies both the Telecommunications Act of 1996 (Telecom

Act) and their legitimate and diverse interests. The resulting proposal is a reasoned

compromise that. if adopted. will satisfy the goal of the Telecom Act to ensure reasonably.
comparable rates for high cOSt areas of the country without creating an unduly large burden on

cost in low cost areas. The key elements in the proposal are:

1) that funds should flow from state to State only to the extent that a State is unable. by

balancing high and low cost areas within its boundaries. to achieve average cost le ....els

consistent with the national average;

2) that current support levels for rural companies are maintained to avoid near-term

disruption for tural companies; and

3) that the impact of anomalies in cost data is moderated by basing support on the

lesser of embedded or forward-looking State average costs. with a provision to

accommodate states that require rapid replacement of older infrastructure.

These elements. taken together. require a fund of modest size (under S2 billion

nationwide using current cost estimates) and provide sufficient additional support that hIgh COSt

states can satisfy their obligations under the Telecom Act.

Perhaps the most important benefit of the proposal. however. is that. because it is the

product of extensive negotiation and give and take. its adoption will minimize the degree to

which litigation will dominate the Universal Service Fund landscape. High cost states

suppo,:ing the proposal would give up the opportUnity to claim that. under the Telecom Act.

far greater federal funding is required; low COSI states. for their part. would give up the

opportUnity to cl.im in court thai any obligation IS too great.

Numerous principles guided the design of the plan. These principles are endorsed by

all the submining states as a package. although some states may differ with some of the

individual principles.

The principaJ purpose of federal high cost suppon is lO maintain reasonably
comparable intrastate rates. and not to reduce interstate access charges.

Consumers in rural. insular and high cost areas should have access to a similar
spectrum of telecommunications services as consumers in urban areas. at raleS that' are
reasonably comparable to rales charged for similar services in urban areas elsewhere In

the country.
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The federal high cost support program should be as small as possible.
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Revenues for the federal high cost support program should be derived from a charge on
only the interstate revenues of interstate carriers,

Collection and distribution of high cost support should be competitively neutral.

Federal support should create appropriate incentives for investment in the network.

Federal support for high cost areas should be compatible with the method of separating
costs and revenues between interstate and intrastate jurisdictions.

Federal support for high cost areas should be distributed in a manner determined by
State commissions and that is compatible with the state's decisions on related issues of
rate deaveraging and establishing the size of service areas.

Carrier earnings should be based upon success attracting customers in a competitive
market. not based upon exploiting irregularities of state and federal regulatory policy.

Federal support should be based upon cost. and should be based upon the differences
among the stateS in the ability to provide reasonably comparable rates with internally
generated explicit SUbsidies. Federal support should permit each state to have rates
equal to the overall national average. which is an acceptable definition of rates
"reasonably comparable- to urban rates.

Both forward looking cost and embedded cost should set upper limits on federal
support. This will ensure that any errors generated by forward-looking cost models do
not have unduly harsh consequences.

Federal support should consist of a single system. No diStinction should be made
between rural and non-rural carriers. nor between loop and switch costs.

Carriers should be assured that federal support will not decrease until the reliability of
forward looking models has been securely established.

To satisfy these principles. the proposal would calculate and distribute high cost fund support

using the follOWing sequence:

1. Using forward-looking cost models. calculate the difference between each state's
average cost and the national average.

2. Using reponed embedded costs of incumbent carriers. calculate the difference
between each state's average (embedded) cost and the national average.
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3. For each state. take the lesser of the amounts from step 1 and step 2. This is the
minimum amount of federal support for each state.

4. Calculate hold-harmless support for each state. For most states, this consists of
support under existing support systems (i.e., support for loops and switches). For states with
above average embedded costs that currently make a net contribution to federal support. the
hold-harmless amount is increased to ensure that the state will not have to increase its net
contribution.

S. Federal support under the proposal is the greater of this "hold-harmless" amount
and the minimum amount from step 3.

6. State commissions would assign federal support first to carriers who would receive
support under existing systems. and distribute remaining support (if any) according to plans
adopted by the states and approved by the FCC to ensure consistency with the Telecom Act.
States could distribute federal support in accordance with one of several options, each of
which would ensure that rates in rural areas are reasonably comparable to rates in urban areas.

.~'
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I. Background
This document proposes an alternative to the plan for distributing federal high cost

support to rural areas set forth in the order of May 8. 1997 from the Federal Communication
Commission (FCC). I This proposal was originally prepared at the request of the Chairman of
the Communications Committee of the National Association of Regulatory Commissioners
(NARUC). The goal has been to find a method of distributing federal high cost support that
could be supported by both high-cost and low-cost states.

At its annual meeting in November. 1997, the National Association of Regulatory Utility
Commissioners (NARUC) passed two resolutions regarding high cost funding. The first and
more general resolution expressed NARUC's concern that the FCC's interstate universal
service fund plan wouid not sufficiently benefit local ratepayers. NARUC supports the use of
the Federal portion of the Universal Service Support Fund exclusively to maintain affordable
rates in high cost areas. The resolution encouraged NARUC membership, leadership, and
staff to convey these concerns both formally and informally to the FCC, in pending access and
universal service dockets. and to request further reconsideration of this portion of their
universal service decision.

The second NARUC resolution specifically addressed an earlier draft of this paper. It
endorsed six general principles that are contained. in revised form. below. It also urged the
FCC to foster dialogue among the Section 254 Federal-State Joint Board. State regulators, the
NARUC. the FCC. and their respective staffs and other interested parties toward the goal of
resolving the high cost funding dilemma now facing regulators. Finally, it authorized the
group that prepared this paper to bnng the described plan. its supporting principles and the
underlying analysis to the attention of the FCC. Congress. the Section 254 Federal-State Joint
Board. and to other groups. individuals, or organizations through such working group or other
means as appropriate.

After the NARUC annual meeting. work continued under the supervision of Chairman
Thomas Welch of the Maine Public Uulities Commission and Commissioner Thomas
Dunleavy of the New York Public Service Commission. Staff from several states. including
Arkansas, Maine. Maryland, New York. Oregon. Vermont and Washington (Ad Hoc Group),
have conducted numerous telephone conferences to develop the proposal described in this
pa~r.

The proposal described below was designed to allow the FCC to meet its statutory
obligation to provide sufficient support for high cost areas. but to use no more than the amount

I
F~dlrdl·Slau 1o"" 804rd 011 UIIl\'l'nal ~"",cr. CC Docket No. 96-45. Order of May 8. 1997

(Cn1..'en.a1 ServICe Order).
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of money that the FCC has indicated it would otherwise be willing to raise from the interstate
revenues of interstate carriers.

n. Support For High Cost Areti
A. The Existing Support System
State utility commissions and the FCC have separate jurisdiction over

telecommunications services. StaiC commissions set rates for intrastate telecommunications
services. including local exchange service. The FCC sets rates for interstate services.
including interstate toll calls. Telephone company revenues and costs are thus now
"separated" into state and interstate components.

The FCC currently provides two mechanisms to suppon local exchange companies.
These federal programs have significant although indirect effects on those companies'
intrastate rates. including local service rates.

The first federal program provides loop suppon to some local exchange carriers with
high costs. This high cost support is intended to ensure that local telephone rates are priced
within the means of the average subscriber in all areas of the country.:2 About one·half of the
country's local exchange companies receive high cost support. and these companies serve

'-'- about one-fifth of the nation's telephone customers. The amount of high cost suppon each
carrier receives is based upon the difference between that carrier's "non-traffic sensitive" cost
and the national average cost. These non-traffic sensitive costs consist largely of loop costs.
although some switching costs arc included. Only carriers with costs greater than 115 percent
of the national average COSt are eligible for this support. High cost support is reduced
substantially for companies serving more than 200.000 lines. a feature that has been strongly
criticized by some states. High cost support payments are not provided directly as cash
payments to qualifying companies but arc accomplished through the separations (Pan 36)
process.) The total amount of high cost loop support is estimated at $826 million in 1998.4

The second federal suppon mechanism allows local exchange carriers serving fewer than
50.000 lines to multiply the interstate ratio of their wdial equipment minutes of use" by a factor

Am~~", ofPan 67 of1M commUS;OIl'S Rula and Eslabluhm~", 01a JO;1Jl Board, FCC 83·564,
CC Docket So. 80-286. Dec'SlOG aDd Orela Idopced Dcecmber t. 1983. at paragraphs. 30. 33.

) lJndcr that procesa.co~ rece'Vlall00p support have their intrastate costs reduced (and their
UUcntAle costs LDCrea.scd) by the IJDOUOt of that support.

• IncJUSlry An&.lySlS OlVlSIOG. Commoo Camer Bureau. FCC. Uni~al~rvic:r Support and TelephoM
Re\~"1U try Slau. January. 1998. table 2. nus IS based upon 1996 cost data. and includes Alaska and msular
areas.
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that depends upon the number of lines served by the carrier. This effectively transfers costs
from the carriers' state to its interstate jurisdiction, thereby allowing a reduction in the
intrastate rates set by state commissions. The total annual amount of this support, which is
referred to as "OEM weighting," was $428 million in 1996.$

B. The Telecommunications Act or 1996
The Telecommunications Act of 1996 (Telecom Act) requires the FCC to enact

"specific, predictable, and sufficient mechanisms" to proteCt universal service.6 These
mechanisms must ensure that consumers in all regions of the country, including those in rural,
insular, and high cost areas, have access to telecommunications and information services that
are "reasonably comparable" to those services provided in urban areas, at rates that are also
reasonably comparable: to rates charged in urban areas.'

Some high cost states have argued that this new language requires a substantial increase
in federal support for high cost areas. The argument takes at least three forms:

1. The existing system discriminates in favor of rural customers who are served
by small carriers and against rural customers who are served by large carriers.8 The
Telecom Act prohibits continuation of this discrimination.

2. The existing system is based upon a comparison of a carrier's costs with
national average costs. However. national average costs are higher than urban costs
because costs per line generally decrease as line density increases. The Telecom Act
requires that rates in rural areas be "reasonably comparable" to rates in urban areas and
also that the spectrum of services available in rural areas be reasonably comparable to
urban areas.

3. The fundamental policy goal of the Telecom Act is to promote competition in
the local exchange market. Since increasing competition generally drives prices closer
to costs. and since many locaJ roue designs today average rates between high-cost and
low-cost areas. increased competition in the local exchange market is widely expected to
reduce rates in low-cost urban areas. This in turn may drive up local exchange rates in
high-COSl rural areas. jeopardizing universal service in those areas.

Jd.• table 6.

6 47 U.s. c. t 254{d).

1
47 U.S.C. t 254{b)()),

The CUlTeol syslem provuJea le&I support for cuner serving more lhan 200.000 access lines.

''-'"''

'"",-"
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Low cost states, on the other hand, have expressed a desire to set universal service

support at the minimum level consistent with the objectives of the Telecom Act, and have

asserted that even the suppon levels necessary to implement the FCC's order of May 8, 1997

would be excessive. 9

Both low cost and high cost states recognize all states are acting to represent the

legitimate concerns of their citizens. Both groups of states desire to work together to achieve

the Telecom Act's purposes.

C. The FCC Order

[n its May 8 order, the FCC described a plan for support of high cost areas with the

following characteristics.

1. High cost support would be funded by imposing a charge only on interstate
revenues of interstate carriers. lo This makes available a national revenue stream of
approximately $72 billion from which [0 draw support for high cost areas. Ii

2. The FCC would distribute support to any eligible carrier providing service to a
customer. u

3. The FCC would distribute high cost support based upon the results of a
forward-looking cost model. J) The calculated need for support would be the
difference between a carrier's forward-looking cost and a national "benchmark"
amount.

9 'Theee Iow~ sta1ea bave abo taken tbe ~'tloo chat federal support for bigb cost IUUS should be
dJ'llWD from a sun:barp 00 the UlIetI&aIe revenua of Ulterswe camers. bul nOC from the intrastale revenues of
those camen. The FCC's order of May 8 II COOS,steal ..,cb this posllion.

10
Universal Servlce Order at panarapb 83 I.

II
PrevIously. the su.tes bold dJsa,reed about wbctber the FCC could or should also impose. surcharge

on the approximately S116 blll,oa Ul the UlIJ'll5l&le retlJl revenue stream.

12 Universal ServIce Order at p&J'llaraphs 271 ct. seq.

13 rd. II pangrapb 224-26.
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5. The FCC would apply federal universal service support to a carrier's revenues
in the interstate jurisdiction, in order to reduce the carrier's interstate access
charges. IS

In order to evaluate the impact of the FCC's May 8 order, and to develop an

alternative approach. the Ad Hoc Group needed the results from a forward-looking cost

model. However, the FCC has not yet adopted a particular model. The Ad Hoc Group first

looked to the two leading models. the "Hatfield" model and the "BCPM" model. Each model

predicts a total amount of support needed in each area of the country if a particular

"benchmark" is set for company revenues. However, the results from Hatfield differ

substantially from the results from BCPM. both in overall effect and in estimated costs in

particular areas.

Since a final cost model has not yet been established by the FCC, the Ad Hoc Group

created a third or "Blended Cost Model." consisting simply of the mean results from the

Hatfield and BCPM models. Using this model, the Ad Hoc Group analyzed the May 8 order

and developed an alternative. In the absence of a decision by the FCC selecting a single

model. the results should be considered illustrative rather than definitive.

Using the FCC May 8 order's approach and the Blended Cost Model, the total national

need for support is S7.8 billion per year. If federal funds were to provide 25 percent of the

support needed. the burden of any additional support would faJl to the states. The size of that

burden varies dramatically from state to state. For example, North Dakota would need to

raise and distribute SI6.25 per line per month to reach full support. To raise this much

money, North Dakexa would need to impose a surcharge of 35 percent on its carriers'

.4 Id. at p&Banpb 269.

•, MaJ'"ofAccus Ot.arr~Rqomt.CC Ood::ec Nc.. 96-262. 94-1. 91-213" 95-72. First Report aDd
Order. Released May 16. 1997. at pancraPb 381. As to ruraJ carriers not under price caps. the FCC also wd
thai thC6e earners should ·COOlLQue to apply &oy ~veoues receIVed from the modified universal service Sllpport
mcclwusm thai replac:c amounts received under the currenl hlab COSl support system to the accounts 10 whicb they
are CUrTeDlly applyUJI hlgb COSI support.· rd. al panagrapb 385.
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intrastate revenues. 16 Similarly, other rural states like Idaho, Montana, South Dakota. and

Wyoming all would need surcharge rates of more than 20 percent.

By contrast. the District of Columbia would not need to raise any supplemental funds.

Other States with large urban populations would need only modest surcharges. California.

Massachusetts and New Jersey could each meet their own needs at surcharge rates below 2

percent.

Several high cost states have appealed the FCC's universal service order or sought

reconsideration. asserting that the FCC approach of paying only 25 percent of needed support

for high costs. and then assigning those funds to the interstate jurisdiction to reduce access

rates, is inconsistent with the statutory mandates of providing federal support under section

254 for rural areas. In particular. these states contend that any system that requires some

stateS to pay such a surcharge of 20 percent or more, while allowing other states to impose

only nominal surcharges or none at all would fail the statutory test of "reasonably comparable"

rates. If the couns should agree with these argumentS. the Blended Cost Model suggestS that a

federal support program of almost $8.0 billion could result.

Low cost states have other concerns. Some are concerned that the establishment of a

large federal fund could draw significant funds from their states for the benefit of other states.

Such transfers might be panicularly difficult for low cost states with substantial low-income

populations. Some low cost states are also concerned that establishment of a large federal

fund would increase the federal role in the regulation of local telecommunications.

III. Principles For the Federal High Cost Support Mechanism

A. Overall Objective

The allemative suppon plan presented in this paper was designed to produce a federal

universal service suppan mechanism that generates as small a fund as possible. consistent with

the statutory objective of reasonably comparable rates and services. The proposal provides

federal support to those high cost states that are unable to generate internally the support

necessary to maintain rates in high cost areas that are reasonably comparable to rates in urban

16 Put of this may be nnphcll lD rales aJready.
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areas. These states cannot meet the statutory objectives without receiving outside funds

because they do not have within their boundaries enough customers (and accompanying

revenue) in low cost areas from which to draw that support. The plan is thus designed to

provide support to states with average costs above the national average.

B. Principles

The following principles guided development of the proposal. The submitting states

believe these principles, when taken in their entirety, provide a sound basis for meeting the

requirements of the Telecom Act and addressing the legitimate concerns of consumers in all

areas of the country.

1. Intrastate Purpose

The principal purpose of high cost support is to establish conditions that permit states to

maintain reasonably comparable intrastate rates. This is consistent with the history of high

cost support and with the intent of the Telecom Act.

In the interstate jurisdiction, the FCC has jurisdiction to set access charges. If the FCC

is concerned that access charges include implicit subsidies. it may want to establish additional

surcharges and distributions to convert existing implicit subsidies in that jurisdiction to explicit

subsidies.

2. Sufficiency

Consumers in rural, insular and high cost areas should have access to a similar spectrum

of telecommunications services u consumers in urban areas. These services in rural areas

should be available at rates that are reasonably comparable to rates charged for similar

services in urban areas. The Telecom Act requires that rates be "reasonably comparable." not

only between urban and rural areas within a single state. but also between urban and rural

areas in different states. This requires federal support for at least some high cost areas.

Support mechanisms must be specific. predictable, and sufficient to allow rates to be

affordable.

'-
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3. Minimal Size

The federal high cost support program should be as small as possible. consistent with

other principles. and its size should be as close to the size of the current federal loop and

switch support programs as reasonably practicable.

4. Assessment on Interstate Revenues

Collections for the federal high cost support program should be derived from a charge

on the interstate revenues of interstate carriers. The intrastate revenues of interstate carriers

should not be used in any way in determining collections.

s. Competitive Neutrality

Collection and distribution of high cost support should be competitively neutral. Suppon

should not be available preferentially to competitive or incumbent carriers, or to large or small

carriers.

6. Incentive for Investment

Federal support for high cost areas should. when considered in the context of the entire

regulatory system of telecommunications. contain appropriate incentives for upgrading and

modernizing the network. panicularly in areas that currentl"y receive poor or marginal service.

7. Compatible With Separations

Federal high cost suppon should be one element in a coherent system of

telecommunications regulation. One impol'Wlt element in that system includes the

jurisdictional separations of costS and revenues.

A ponioo of loop and other cOStS are presently assigned by Pan 36 of the Code of

Federal Regulations·' to the interstate jurisdiCtion and are recovered in that jurisdiction.

Therefore. federal support for intrastate rates in high cost states can be reduced by the costs

l'7 47 C, F, R. Part 36.
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that are already recovered in the federal jurisdiction. 18 This ensures adequate federal support

but prevents double recovery.

8. Compatible With State Policies

a. State Distributions of Federal Support

Federal support should be distributed to state commissions. States should then further

distribute those funds to Eligible Telecommunication Carriers in a manner that supportS

universal service in state-identified high cost areas. Distributions should be based on state­

performed cost studies meeting minimum criteria established by the FCC and should follow a

plan submitted by the State commission and approved by the FCC. States should be permitted

to tailor distributions depending on the extent that local exchange competition has actually

developed in the state and in conformity with other state policies. 19

b. State Rate Designs

One reason to distribute federal support for high cost areas through state commissions is

to ensure that distributions are consistent with the decisions of state commissions in setting

rates (or imrastate services. This also will encourage cooperation between the FCC and state

commissions in implementing the Telecom Act.

Under the Telecom Act. states remain responsible for imrastate rates. including the rates

for unbundled network: elementS (UNEs). StateS can decide whether and how to

geographically de-average retail and wholesale rates. States are also responsible. within

limits. for designating the service areas of eligible telecommunication carriers. At least for

non-rural carriers. states are free to design large or small service areas.

States will need to establish a coherent system of policies. They will have to decide

whether to deaverage wholesale rates. whether to deaverage retail rates. and whether service

areas served by non-rural eligible telecommunications carriers should be large or small. [f a

II llus caD be ICCOmplisbed by multlplylDl tocal suppar1 for each sLlte by !he composite intrastate
scpuatlOQl factor for lha1 stale. For purposes of modchol below. the composIte mtrastate sepanhoos factor for
eacb state IS assumed to be 75 ~ . Thas &pprollm&lJOO IS u.scd hcre for Illustrative purpo'>eS 10 detellDlne the
approllmate SIze of the federal fund reqUIred. The finaJ plan should use each state's LOdlvlduaJ composite
~panllOQl flCtor. That ctw\le ~ld D04 sll"Ufiuntly alter the amount of money allaated to ~b state nor
..auld It "p1f1CAntly aller the tot&1 Size of the fund.

1'1
If. slate does no( develop or use Its own mecharusm. the FCC would have authonlY to dlstnbute the

funds to carnC". uslog one of the metbods available to slate conurusslons.
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state does not successfully coordinate its universal service policy and its wholesale pricing

policy, for example, the result could be the waste of high cost support. 20 Similarly, failure to

coordinate universal service policy and retail pricing policy could also produce excess support

for services purchased for resale. 21 Finally, States may also want to establish service areas for

eligible carriers that are congruent to their pricing lones. ~2

Federal support to high cost areas should be sufficiently flexible that it can accommodate

legitimate variations in state policy, particularly concerning deaveraging of wholesale and

retail rates and in the establishment of service areas. As state commissions deliberate on these

decisions. they should know that. whatever the result, federal support for high cost areas will

be appropriate in amount and distributed in a coordinated fashion.

Distributing funds through state commissions should encourage cooperation with the

FCC. In recognizing that stare decisions on fateS and service areas are critical variables, the

~ For Clample, assume that the swe bas established u.mversal service support at the wire center level.
but most of the state IS served by I slOale IUie cOIDJ*1Y and the state has decided to maintaill I statew1de
wholesale pnce for unbundled network clements (UNEs) from that compaay. Fur1her assume that in I particular
hlah<ost wue center. cost 15 S80 per month. lush cOS( support IS SSO per month. and that a carrier caD buy UNEs
at the stateWlde Iveraae pnce of S20 per month.

There would be DO oeed to proVide support of SSO a month to a camer buyin. UNEs at S20 per month.
If S30 lD support were mdeed proVided. an ecooolDlwly ratlooa1 carrier could provide free service or even pay
cusEOmen up to $10 per month to.cc=ept service. Moreover. the Implicit support from ODe part of the state to
~ther would cootlOUC 10 the form of the S20 per month Ivcraae pnce for UNE·s. thus frustrating CODires&'s
Intent that SUbsidies be made expliCit.

:1 For example, assume ooc:e I,UD that the state bas established universal service support It the wne
center level. but baa decided 10 maiDlaiA the retail pnce of dial tone service at a statewide level. Further assume
that us l·parucuJar bip-eoet wire ceater. CCIIllS SIO per lDOClth. blab cost support is SSO per mooth. aDd that •
.:amer caD buy dial lODe aa • sta&cwide averap pnce of $20 per month. Finally. suppose that Camet' A either
owns some of III f8Cilitiel or~ IOtDe UNEs aDd lberefore 11 DOl a 'pure reseller.· Under applicable
federal rules. Carner A. aDd DOl the UDdetlylOi camero I' entitled EO universal service support. Universal Service
Order, 'S 152.161.

There \I no need to provide IUpport of $SO I month to I carrier buyini dial tODe for resale at $20 per
month. Tbc problems are the same .. those dacnbed 1O the PrecodlOi fOOCDote.

:: For eUlDple. usume thatlDOSl of a 5&&te IS served by a sID,le RBOC and the state bas decided lO
lea\'e the \oliholeaaJe pnce of UNEa .~enlod s&atewuJe. Further suppose that the sCAle has designated service areas
for "Ehilble TelecommwuulIODS Camen' OD I wtre<eoter·by.wtre~nter basis.

COmpctlll\'C LECs would have an lDCcotlve to serve hJ.b<ost wire cenlen tbtouih the purchase of
~' eSEs and to serve 10w<O$l Wlre centen throu.b ConstructIon of new facIlities. In areas wbere competilOrs have

constructed their own faclhtles. the lDCumbent austlt DOC be able to compete effectively 00 price. Furthennore.
competltlOD aught devclop uneven!y throuabout the state.
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9. Success Defmed by the Market

The Telecom Act provides tools to initiate competition in local exchange services.

Carriers who succeed in competitive markets are entitled to earnings determined by their

market. However, high cost support should not distort market forces by creating opportunities

for arbitrage. Carriers should not be able to gain advantage by exploiting the irregularities of

Slate and federal regulatory policy. ~3

10. Cost-based Support

L CostS versus Rates

While the Telecom Act speaks to reasonably comparable rates. the use of costs instead of

rates is a more consistent measure of a need for federal support in high cost areas. Rates are

influenced by numerous uncontrolled variables. such as differences in the allocation of costs

between toll and local services and differences in the size of local calling areas.

Q... Cost pifferences Amoni States

States differ significantly in the average cost of providing those services that the FCC

has determined are required by the Telecom Act. This is primarily due to differences in the

mixture of high-cost and low-cost lines. States with a high proportion of high-cost lines tend

to be high average cost states. and vice-versa. ~

~ Assumed State Effon

The total amount of federal suppon for high cost areas can be reduced because the states

also bear a ponion of responsibility for providing support in their high cost areas and ensuring

that rate levels are comparable to those in urban areas throughout the United States. The level

:J For Cllample. as In (OOCDOte 20 lho~e. wben: wu~ersaJ service support and UNE pricing are not OD

the \Arne iClOlraphic sc.aJe. a CUTler could rccel~e hlib cost support of SSO per moDlh while incurring cosu of
only $20 per moalh. Sioul., profits could be earned In reselhng dial lODe. as noted in footnote 21 above.
Assul'lWlllhe CUTler can also collect a charle from the CUSlomer. lhe carner in either case would be able to ~m
10 Cllce.sa of S30 per month. Under these facls lhe CUTler could earn a profit by exploiting the n:gulatory system
rather than by hecolNni lhc most cfficlent competitor.

~

ThIs cffect IS cununcd ID more detaIl In AppendIX A.
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of federal suppon should be sufficient to permit each Slate to achieve the objective of having

rates equal to the overall national average. Thereafter, the states have the burden, with

resources drawn from within the state, to ensure that rates in rural and high cost areas are

reasonably comparable to urban rates.

~ Forward Looking Cost

Forward looking costs should provide an upper limit on the federal suppon for a high

cost area. Where costs are declining. these kinds of cost models can predict the costs of an

economically efficient new network. Reliance on such costs will, in the main, reduce the

overall suppon need of the high cost system. However, to the extent that these models do not

produce reliable resul~. these models should be used cautiously to ensure that any residual

errors do not create undesirable side effects.

~ Embedded Costs

Embedded costs should provide a second and independent upper limit on federal suppan

for a high cost area. Where costs are increasing. or where existing plant is largely

depreciated. the embedded network (assuming adequate service) provides the economically
..---~

efficient method of providing local exchange service. This can be true in areas where there

have been increasing labor costs. increasing raw materials cost. or increasing real estate

values. Where embedded plant is providing adequate service and has a lower cost than new

plant. the use of embedded costs is preferable. To use forward looking costs could have the

effect of creating a price umbrella and would suggest that customers are willing to pay for the

replacement of adequate existing facilities.

This will ameliorate the tendency of some forward-looking cost models to overstate costs

in some areas because of the inaccuracy of modeling customer locations. It will also reduce

the overall size of the federal fund. U

~ The 10lic supportU11 the lower of forward-looking or cmbedded coses is similar to tbat used to
suppon thc FCC's COmpetltlvC blddlDl or auction proposal. Th.at IS. If bidding IS adopted as a method for
provldang wuversal $Cr.-Ice, the Wl1UWl1 bad ID most areas would hkely reflect the lower of the incumbent LEC's
embedded coses or a new compelllor's (orward·loolung cosu of constructmg a new network.
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f. Defining "Reasonably Comoarable"' Costs

National average coSts are about SO percent above urban average costS. 26 This is an

acceptable definition of costs that are "reasonably comparable" to urban costs. This means

that if the federal and state support systems could ensure that no carrier must cover net costs

above the national average. the system thereby could meet the statutory criterion of

"reasonably comparable" ratesY To the extent that embedded costs are used in calculating

federal fund distributions, because of the history of funding the high cost program. the

reasonably comparable standard can be pushed as high as 105% of national cost.~

11. Single System

!:. A11 Rural Areas

Existing FCC policy largely equates rural areas and rural companies. This is not an

accurate equation because many high COSt rural areas are served by large companies.

A high cost support system can be simpler and more accurate if it calculates support

based upon the characteristics of the service territory. and not upon the characteristics of the

telephone company that happens to serve that area. Therefore, a single federal support

program should apply to both rural and non-rural companies, without regard to their size.

Also. a single system should apply in both rural and non-rural areas.~

=6 For eumple. as DOted earlier. the Hatfield model reports the .vera,e cost within eacb state by deasity
zone. Three of tune Hatfield zooes have. density of 2.S5O hnes per square mile or more. (f 'urbaD areas' are
defined as .reas .....uh at 1e&Sl 2.S5O I..... per squ.ate nule. the cost u.nder the Hatfield model in sucb areas appears.
n.uoa.....lde. to be S12.17 perlioe per IDOGtb. The Hatfield model also reports the national .verage cost. in all
1k1\$"Y~. to t. S20.52 pet moalb. Tbe nauocw averap under Hatfield is therefore aboul60 perceot biper
than Lhe urbu 'venae.

The BCPM model. veniOD 1.1. produca • sundar reault. BCPM venioa 1.1 reports • natioawide
.\crajc cost of S35.3O. UDder BCPM there are two dawty zooes (of seVeD) .....ith a deosity of more than 2.000
IlIIa per square male. 'The .veraae c:c.t UI these t.ones IS $24.25. The natlocW avera,. is therefore 46 perc:eot
luaber thu the .verap.

,~

• \\bale tbJs makes II poalble to achIeVe reasonably comparable rata. other coodilioDS .....ould also Deed

\0 ells&. For eumple.~ COllUlUsaaou would have to ensure that federal and state hi,b cost support is acnWly
tranSI&led lDlO I~cr consumet rates. For compelltlve LEes DOt subJCiCt to rate regulation. the same result .....ould
he: ..:hlcved by market forces .

.:.I
C\lrTCntly, luab COlI loop suppon II ,v&llable ""hell those costs ellceed liS" of the national .verage.

:9 As Indicated .bove. forward·loolun. models may not adequately model costs in rural areas. To the

(CODtinUed... )
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it. Loop and Switch

In some states. the cost of switching and trunking is as large as the cost of loop plant.

To ensure that all high cost areas are treated equally. a single federal support program should

replace both the existing federal high cost and OEM weighting programs. JO

12" Hold-barmless

Federal support for a state should not be less than the amount currently received by

carriers in that state for any High Cost Support (NTS costs or "Ioop"costs) plus DEM

weighting amounts.31

In addition. where a state already has high rates and makes a net contribution to federal

support. that state's contribution should not increase under the new system.

IV. How Does tbe Proposal Work?

In accordance with the preceding principles. a five part calculation will produce a

federal support amount for each state which. in conjunction with state programs. will meet the

statutory criterion of reasonably comparable rates. The new plan would take effect. both for

rural and non-rural companies. on January 1, 1999.

A. Step 1 - Forward-Iookial Support

In this step. the average cost in each State is calculated using a forward-looking cost

model. Since the BCPM and Hatfield models seem to be the leading contenders for approval.

the mean of the outputs from these two models is used in the Blended Cost Model. 31 Federal

:'f ( •••cootiDued)
UleDI that dul 11 ID ICkDowlodpd probIaD for areu laVed by "rural compuUea." it also is ......rily • problem
for all c:otnpUueI provldiD, laVice to nanI ...... IDeludlD' "DOD-rural complDJea" SCl'¥in, rural areas.

)0 O&bcr suppa" mccbamsms. such u "Loa, Term Suppa"" an: nOC considered hen: because they do nOC
dIrectly affect IDtruUte rates.

)I
"The detailed ca.lculatlOO of hold·hannJesa amounts is descnbed below.

J2
These numbers wIn cbanp .....hen the FCC adopts a model platform and final input values.
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support under Step 1 is set equal to 75 percentJ3 of that amount which, if distributed to

carriers, would allow the state's net cost to be reduced to the national average. 34

For example. under the Blended Cost Model. Alabama has an average cost of S37.43

per line per month. This is S9.31 above the national average of $28.12. Alabama's Step 1

support level therefore is $6.98 per line per month. which is 7S percent of $9.31.

By contrast. California has an average cost of S21.94 per line per month. This is below

the national average of $28.12. Therefore. California does not receive any support from the

Step 1 calculation.

This model calculates smaller support amounts when the calculation is performed at the

wire center or census ~lock level. The reason is that the calculation here aims only to reduce

each state's average cost. not to provide support to each small geographic area within the state

that might have high cost. States are free to provide the extra level of support to smaller

areas. as authorized by the Telecom Act. 3' States with low average cost. however. will not get

federal support. and would have to provide any support for high cost areas from state­

generated funds.

)) Tbe 7S percalt fKtor u.s bore" aD apptollmatloa of the composite saate sepantioas factor. It is
used here for Illuscnti"e PUfl)OSDllG dctcrawM lIM IppfOluMte Size of the foderal fund required. It may be
desirable La the ftu1 plaa 10 use tIdl ...·, tadavldual COmposite sepanaioas faclOr ill lieu of the filed 7S percent
amount. ThaI chaD.. would DOC dnmabC&lly alter the amount of money allocated to each state nor would it
dramahcaJly alter the IoC&I Size of rhe fund.

}4 "The traditioa.al outpuu of fONfard.looklDI cost models IS aD amount of ·support needed.· assumin, a
panlcular beochmarlt. The calculauoa here limeillds llus tradition&! output of the cost models. Rather. the only
outputs used an averaae cost and DUmber of lanes.

lS
47 U.S.C. t 254(1).
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8. Step 2 - Embedded Cost Support

The calculation in Step 2 uses the same method as in Step 1. with twO exceptions. First.

embedded costs are used instead of forward-looking costs.)6 Second. in order to reduce [he

overall size of the federal suppon fund. the national cost .. threshold" figure has been increased

by five percent. In other words. federal suppon under Step 2 is set equal to 75 percenrn of

that amount which, if distributed to carriers. would allow the state's net cost to be reduced to

lOS percent of the national average.

Embedded cost has been included in the plan for two reasons. First, embedded cost is

an appropriate limit on forward-looking because it has not yet been demonstrated that forward­

looking models are ac~urate in all cases. Errors can arise from a variety of sources. For

example. the models may not be using accurate customer location data. In that sense,

embedded costs operate as a check on the validity of the results of forward-looking models.

As the models improve over time. the use of embedded costs should be reexamined.

In addition. even if the proxy models were perfect. there are economic reasons to

consider embedded costs. Even if the proxy models were perfectly accurate and embedded

costs were reponed with complete accuracy. in some areas of the country it may be that

forward-looking costs are higher than embedded costs.

High forward-looking costs might be found. for example. in an area that has largely

depreciated its existing loop plant of buried copper wire. Since labor costs and copper costs

have not necessarily decreased since that plant was installed. and since the plant is largely

depreciated. construction of replacement plant could have a significantly higher forward­

looking cost. For this reason, even after forward-looking models achieve a high level of

)6 Embedded~ is set equal to the sum of loop. SWitch,", and trunkmg cost. The: de:tailed sources of
data for this calculatloo ate desc:ribed ia Appendla B.

In add,lloO. cmbedded co.« could be funbler IdJu.sIed to reflect the cost of any statc-supported facililies
ltat function to the same manner u LEC-<lWned (.c,ltha. For cumple. the cost of a state supported Video
network for schools lDI,bl be eli"ble to be mcluded lD embedded costs.

)7

The 75 percent (actor used be1"e IS an approllmalloo of the composite state separations factor. It, IS
used here for Illustratlve PUfl)OSea to detcmunc the approauna!C SIU of the federal fund required. It may he
desirable In the final plan to WlC eacb SIAIC's lftd,"uJual composite separations factor ID lieu of the fi~ed 75 percent

'-"- amount. That change would DOC dramatically alter the amount of money allocated 10 each state nor would It
dramatically alter the IOl&.l SIU of the fund.
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accuracy, it may still be appropriate to consider embedded cost figures in calculating federal

support for high cost areas.

The most recent available embedded data should be used in each year's support

calculation, By using recent data, carriers and state commissions will be guaranteed that

whenever a carrier upgrades facilities. new investment will promptly lead to increased federal

suppon.3I This can be important in areas where existing plant and service is inadequate. State

commissions in some cases need as many tools as possible to encourage adequate investment.

Indeed. current data on embedded investment may be of sufficient importance to justify using

a projected estimate rather than historical data.)'

C. Step J - Lesser of Above

This step calculates the lesser of the results from Step I and Step 2. The effect of this

step is to ensure that the need for suppon in a state is determined by the lower cost

alternative as between building a new network and using the existing network. Limiting

suppon to the lesser of forward-looking need or embedded need conserves federal financial

resources and reduces the likely effect of any errors that might remain in the cost proxy

models.

D. Step 4 - Hold-barmless

This step calculates a hold-harmless level for each state. It equals the greater amount

from twO calculations. Pan A hold-harmless and Pan B hold-harmless.

Pan A hold-harmless is intended to ensure that no state. and no carrier, receives less

suppo" than it received under the old suppon system (suppon-based hold-harmless). The

amount received by each state is the sum of three items:.c)

31 This Wlll require the FCC to continue to collect data. sucb u ARMIS data. on inyalmeal and
elpeoses (or lDCumbeot LECs.

39 llUs couJd be ac:complisbod &II the same IDADnCr thai CIIlmated costs are DOW used to set acc:ess
char,a under Part 69 of the FCC's Ma. As IS true UDder Part 69. penodic audits and a repaymeat meclwusm
would be needed (or oye~ymeotathai resulted (rom anaccurate CIIlmaCCl of investment.

.c)
A (ounb Item that wu daSl;\lSSed but noc specIfically endorsed may be worthy o( funber

cooslderataoo. Federal support could be wed to reunbune the Dlstnct of Columbia (or Its eltl"lOrdinary support
(contlQued ... )
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1. The projected High-Cost Support (NTS or "loop" support) to local exchange

carriers;

2. OEM weighting for local exchange carriers that report their costS to the FCC; and

3. OEM weighting for "average schedule" local exchange carriers that have an

average switch size of less than 500 lines.41

Part B hold-harmless protection is intended to ensure that the ratepayers in high-rate

states are not further burdened by contributions to the new system. It is available only to

stateS with above average costs, measured on an embedded basis, and thus presumably will

benefit only states that already have high rates. Part B hold-harmless also applies only to

states that presently ~e a net contribution to the federal high cost and loop support

programs. That is. the customers in these states contribute more to these programs than the

carriers in those states receive for support. For states meeting both of these criteria. Part B

support is calculated to ensure that the net contribution of that state does not increase

(contribution-based hold-harmless).4: For states receiving Part B hold-harmless support. this

support is in addition to hold-harmless support available under Part A.

E. Step S - Greater or Above

This step takes the larger of the results from Step 3 and Step 4. The effect is to set the

hold-harmless level as the minimum support for each state. This is the final amount of federal

support that would be available to ETCs within each state.

40
(...c:oatmued)

of lelccollllDUlUCallOD. relay serviua relued to GaJlaudd Colleae.

41 A data aDA1ysi. performed for the National Telephone Cooperative Auociatioa su,sats that the
swltcbml cost of servUlI a customer iDctuICS S1puficaDtly wbeo the SWlteh Size is less than SOO lines. Therefore.
evea tboulb a local ncwle compuy may prefer to have Its costs calculated on an -Iverase- basis. it may
nc\enhcleu bave hlab SWltclunl cost If It has. 00 a"'erale. small SWItches. Overman. Richard. unpublished
paper. S~~ C~IIIS. ,vOl/oMI T~/q)hoMCOOpnOl/W AsSOOOl/OII. CC Docket 80-286. Oct. 10. I99S.

42 CaJcuJataoa of Put B support II complea. because It requires repeated ~timatioa.s of support. Eacb
.:hanae lD Put B support for any state amerally chan,es the sue of the utaooal fund. This in tum increases eacb
statc's cootnbutaoo to the fund. aDd thus creates a need for evea more Put B support. However. by repeatedly
lDCre&5lDl Put B support (or the approxlmatcly Qu~e stales affected. It is possible to achieve results at any desired
11:\'el of accuracy.
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F. State Distributions; State Plans

The amount of support calculated in step 5 would be distributed in two portions, a hold­

harmless portion and a discretionary portion. To the extent that federal support for the state

equals or exceeds the Part B hold-harmless amount, that support would be distributed to

eligible telecommunications carriers (ETC). Moreover, each ETC would receive its own

share of the federal support, based upon prior federal support to that ETC. d

The second part of the distribution would apply to all federal support available to the

state above the hold-harmless amount. This discretionary ponion could be distributed by

USAC to state commissions and then funher distributed by state commissions to ETCs.

Alternatively, state co~missions could exercise a power of appointment over the funds,

deciding upon the amounts to be distributed, but relying on USAC to transfer the funds

directly to the ETCs.

Each state commission would be required to submit a plan for distribution of federal

discretionary support. Each plan would describe the commission's method of distributing

federal funds. Commissions should be able to design methods that are specific to that state's

needs, so long as the plan meets the staCUtory goal of ensuring reasonably comparable rates to

4) nus suppan could be transferred dIrectly by me UlUversai Service AdlNnistratlYc Company 10 lbe

ETC. pursuant to the COmauSSIOO'S dU'eCtlOCU. or It could be tnnsfened to the commission WIth the undersundm&
thai II would be further dlstnbuled 10 &be ETC,.

Suppon ~ould 10 10 the lDl;u!Dbeat LEC on a per hoe basIS. Wbere a competitive LEC has laken over
aecou.Dts formerly served by the lDl;umbeol. the hold.hannJess benefits ~ould be polUble and ~ould be paid to
the COmpeiltIVe LEC.


